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Newman: Essence of Budgetary Control

An Orientation Article—

Budgeting is—or should be—a control, not an ex
ercise. However, it must be a company-wide effort,
there must be a clear understanding of who is to do
what, and there must be clear definition of authority—

THE ESSENCE OF BUDGETARY CONTROL
by Maurice S. Newman
Haskins & Sells

should understand if budgeting is
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must be based on the business
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and its problems. Accountants cise.
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operation of the business. It is not
pects of preparing the annual prof
it plan and lose sight of what they
easy to do a worthwhile budgeting
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highly effective instrument of in
ternal control. The degree
con
trol is certainly greater where there
is an organized system of account
ability for results. Under such a
system people must do more than
approve expenditures. They must
do more than take other actions af
fecting the business position. They
must also account for the results
their actions in some formal and
organized way.
It does not necessarily follow,
however, that merely because a
company has what it calls a budget
system the internal control is better
than it would be otherwise. A com
pany may go through certain pro
cedures and prepare certain reports
that are collectively described as
budgetary control. The so-called
system may be nothing more than
a rough forecast not intended to
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In a complex operation, no one person can be responsible for budgetary control. . . .

control. It may be too loosely con
stituted to provide an effective basis
of control
Plan vs. chance

all
What is a company attempting
to do when it employs budgetary
control? Fundamentally, it is at
tempting to make better decisions
and to make them more promptly.
It is seeking to conserve the time,
and thus improve the effectiveness,
of the important people in the busi
ness.
There are two ways to run a busi
ness: by plan and by chance. The
first way, management appraises
the situation and the problems of
the business at appropriate inter
vals. It decides what it is going to
do and reviews the performance. It
revises its decisions if unexpected
developments occur. This way,
management is always on top of
the situation. It knows, and the or
ganization knows, where the busi
ness is trying to go and how it plans
to get there. The whole posture
the organization inclines forward.
Future conditions and problems are
anticipated insofar
this can be
done. People are given definite
goals to strive for. This is very dif
ferent from saying, “Try hard and

do the very best you possibly can.”
In a complex operation
this
takes a lot of thinking and a lot of
time. No one person or small group
of persons can do it all. No one per
can acquire the knowledge, in
fine detail, of all the factors enter
ing into the many decisions. It takes
an organization-wide effort to gath
er the facts, weigh the probabilities,
and reach a judgment. To a certain
extent, people must rely on each
other—there is no other way.
This, in essence, is budgetary
control. Underlying everything
there obviously must be a clear un
derstanding of who is to do what.
There must be some ground rules
on how various things are to be
done. This is an area of organiza
tion planning and policy with
which we are not concerned at this
time. We should keep in mind, how
ever, that we cannot have effective
budgetary control unless authority
and responsibility in the organiza
tion structure are clearly defined.
Two tests for effectiveness

There are two tests that deter
mine the relative effectiveness of a
budget system. The first is sensitiv
ity; the second, reaction time. As to
sensitivity, the test is this: How
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quickly, and how thoroughly, are
changes from anticipated results
detected, diagnosed, and reported
to the people who should do some
thing about them? For example,
once a month may be too late to
find out what is happening to sales;
once a week may be too late to fol
low up on a new production proc
ess. On the other hand, every two
or three months may be often
enough to take a close look at re
search projects. The system should
not only tell us what we need to
know, but also—and this is impor
tant—when we need to know, to
make timely decisions.
As to reaction time, the questions
are these: How adequate is the in
formation system, and how much
flexibility does it have for measur
ing the effects of alternative deci
sions? Do we have the means of
finding out promptly the things that
are going on? Are we able to decide
quickly what, if anything, should
be done about them? For example,
can we find out—sometimes in a
hurry—what will be the effect of a
change in the design of a product
or the use of a new material; what
might be the effect of a change in
prices or wage rates; what would
be the effect of operating on over
time as compared with the cost of
Management Services 2
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people
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periods? Does the system give us
people respond to a challenge. They
a reasonable appraisal of such ef
fects, or must we largely guess
like to be held responsible and ac
countable for a certain result. This
when we make a decision one way
causes people to think more about
or the other?
their jobs and do them better.
Not every business is complex,
and not every operation needs an
An unplanned operation is waste
elaborate system of control. Over
ful because it fails to make full use
enthusiasm on control may reach
of the abilities in the organization.
There are necessary limitations to
the point where management is run
what men at the top can know
ning a system instead of a business.
about the business. They simply
The degree
control and the com
haven
’t the time to find out about
plexity of the system bring us back
everything.
There is all the differ
again to our fundamental objec
ence
in
the
world between these
tives. What does the business need
approaches
—
one,
where all the re
in order to make better decisions—
sponsible
people
in the organiza
and to make decisions promptly?
tion
are
put
to
work
at thinking
How can it conserve the time, and
about
what
can
be
done;
the other,
so enhance the effectiveness, of the
where people below the top are
important people in the business?
relegated largely to handling their
The other way to run a business
work as it comes to them. Participa
may be expressed in two words: to
tion in the planning process, cou
drift. This is exaggerating slightly
pled with responsibility for results,
because all managements give some
generates a sense of drive through
thought to what may happen. They
out the organization. There is much
may also give some further thought
better direction of effort. There is
to what they would do if this or
bound to be better performance.
that happened. Generally, however,
This does not mean that a dispro
without an organized ofsystem of
portionate amount of time should
planning and control, decisions are
be spent on planning and control.
made when they cannot be de
These procedures should not need
ferred, and problems are met
lessly interfere with the business.
they arise.
The work that counts, the day-toSuch an approach is not likely to

day buying, making, and selling,
must be done. Control must not be
an encumbrance. We need just
enough of it so that people may go
about their work with a sense
purpose. They should have a means
of knowing whether they are doing
a good job. They need an incentive
to do a better one.
There are two main problems
achieving effective budgetary con
trol. The first, and by far the more
important, is obtaining support
from the top of the organization.
The men who have the power to
decide what will be done must sup
port the concept in principle. They
themselves must use the budgetary
plan in shaping their own decisions
and
supervising the work of
others. In one project some years
ago a tremendous amount
time
was spent putting in a budgetary
control system in a manufacturing
operation. The financial vice presi
dent wanted this done, the presi
dent and executive vice president
were interested in seeing it done,
but the production vice president
gave only lip service to the idea.
For this reason, the project took
much longer to install than it should
have and it never worked satis
factorily. The business must be run
as the system contemplates that it

Participation in the planning process generates
a sense of drive throughout the organization.
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will be run.
The rules must
apply
become
quite frustrating;
there
are Vol.
the2same
thing
all the way up to the top.
They are unable to cope with the
businesses that are run on close to
Unless people down the line
complexities of a new approach to
civil service lines and the relation
know this, budgetary control is not
operating a business. In one situa
ships are virtually frozen. In one
likely to be taken very seriously.
tion where this was quite apparent,
situation, the foot dragging came
A lot of work may be done, and
the consultant instituted, at the
very close to mutiny in the ranks
some good may be accomplished.
company’s request, a weekly eve
and it was necessary for the analyst
As time goes on, however, the ef
ning seminar in the principles of
to appeal to top management to
fort will be a half-hearted one and
budgetary control which did much
help out in this matter. The man
will produce diminishing returns.
to overcome this type of reaction.
agement was less than forceful be
People must feel that the system is
Occasionally the reverse is true.
cause these were old employees and
a significant influence in running
Some years ago, a female employee
it did not want to upset them. Con
of a company that was installing a
the business. They should feel that
sequently, the budgetary control
budgetary control system, voluntar
their own progress depends upon
system was a long time reaching
how well they plan and control
ily approached the local manager of
full efficiency. The answer to this
their own activities.
the office equipment company to in
is that rarely, if ever, is improve
The second main problem
quire if she could register for train
ment beyond reach.
achieving effective budgetary con
ing in machine operation. The in
Another subsidiary problem is
trol is primarily a technical one. It
fear—fear of the inability to plan
teresting fact was that she was 60
is the collection, organization, and
precisely and reluctance to deal
years old and was still willing to
dissemination of the information
with frictions that may occur. The
learn.
needed in shaping the plans and
answer to this is that worthwhile
Another obstacle may be the feel
making the decisi
There must
accomplishment of any kind does
ing that budgetary control entails
be an adequate information struc
not often come easily. Fear is per
too much trouble and expense.
ture.
haps the hardest obstacle to over
Freedom from trouble cannot be
Within these two basic problems,
come, for too often it is caused by
guaranteed; in fact, benefit may
or closely related to them, are other
lack of business education and di
come from dealing with the trouble.
subsidiary problems. One is inertia
versified experience. People who
The expense factor should,
—the reluctance to change, particu
were hired many years ago with
course, be viewed practically.
larly when things are going pretty
minimum education have gained
Budgeting is not an end in itself. It
well. This attitude can, at times,
experience in only one area doing
is not something to provide work
for accountants or other techni
cians. Its justification must rest
upon its usefulness.
Budgetary control is sometimes
impeded by faulty organization.
One such situation exists in an oldline company where a new presi
dent, who is used to a budgetary
control system, wants one installed
in this company. He is not yet ready
to tackle some organizational prob
lems of which, nevertheless, he is
well aware. One of the individuals
involved is not enthusiastic about
profit planning but is due to retire
shortly, so that the problem who
will be in charge of what can then
be resolved more easily. Until that
time there can be no clear-cut re
sponsibility for results in one area
of the business. By its nature a
budgetary control system will high
light areas of conflicting authority
or other organizational weakness.
Merely forcing the resolution of
these can be one of the more impor
tant contributions of a budgetary
control system.
Sometimes classroom indoctrination overcomes fears of budget control..
22
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What has been said heretofore Newman: Essence of Budgetary Control
has been concerned with the theory
or philosophy of budgeting—what
a company is trying to accomplish
through budgetary control and the
problems that may appear along
the way. Now let us see how the
budget is put together and what
is done with it.
System development

The direction of budgetary plan
ning and control should be upward,
not downward. That is, budget
preparation, review, and later fol
low-up on performance, should
start at the lowest level in the or
ganization. It should move upward
from there. A second general prin
ciple is that the lines of budgetary
control should coincide with those
of organizational responsibilities.
Depending on the size of the
company concerned, the initial de
velopment of a budgetary plan
probably will require anywhere
from four to six months. About
three months will be required to
completely develop and approve
the budget each year. Probably two
more months will be required dur
ing the first time through.
The first step is a meeting with
all members of the executive man
agement group to discuss with
them the objectives of profit plan
ning. The part these people should
play in the development of the
planning system needs to be clearly
defined. At the same time a letter
should be sent to all key employ
ees, discussing the same points cov
ered in the management meeting.
This letter should be general in
scope and need not cover specific
planning details. These can be
given in a later memorandum ac
companying the budget requests.
It is important at the outset
review the organization structure
of the company. The degree
re
sponsibility for the financial success
of the company should be estab
lished for various levels
manage
ment. Responsibility code numbers
should be assigned to each profit
center to serve as its accounting
identity. Major, intermediate, and
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. . . and sometimes the reverse is true, as in the case of
the 60-year old who volunteered for machine training.

minor levels of responsibility should
be recognized in a logical sequence
of numbers.
It is not uncommon to find that
a company plans its operations by
responsibility but prepares its fi
nancial statements by account clas
sification. Control of performance
requires the use
responsibility
accounting to produce financial
statements comparing performance
with plans.
The process of accounting for
responsibility requires an organiza
tion code to be associated with an
account code in each transaction.
An organization code is supplied to
indicate the profit center where the
particular cost is incurred. An ac
count number is assigned to repre
sent the natural expense classifica
tion. Expenses may be coded to the
lowest organizational unit, as ex
penses are normally incurred by
individuals working in these areas.
It is not always possible, nor is it
always desirable, to code income
to the lowest organizational levels.

A decision should be made as to
which groups will have income re
sponsibility.
Charges should be made to op
erating departments for services
performed. Offsetting credits will
act as a reduction of service de
partment expense. From a technical
standpoint, it is better to consider
these credits
a reduction of ex
pense rather than as revenue.
In most cases some revision of
the chart
accounts will be re
quired. The chart should provide
account numbers in a logical se
quence to provide appropriate
summarization. Reports can then
be prepared automatically without
supplemental reclassifications.
Budget components

The key component in the budget
structure is the sales forecast. Since
production and other costs are de
pendent on sales volume, the fore
casting
sales obviously warrants
careful effort. Sales budgets should

23
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Direction of budget preparation, review, and eventual follow-up
should start at the lowest level in the organization and move up.

be prepared both in units of prod
ucts and
dollars. They should be
detailed as to territories, customers,
or other appropriate segregations.
The second major component is
the production budget. The general
guides to planning production are
the sales forecasts, the capacity of
the plant facilities, and the desired
inventory position. In the first stage
of the production budget these sales
units are converted into equivalent
production.
To translate the planned produc
tion levels in physical units into
dollars, there must be some basis
for estimating probable costs. Fac
tory cost control, an important area
in itself, ties in with budget plan
ning by providing the cost criteria
and the later follow-up on perform
ance.
The third major component is
marketing and distribution cost.
This area offers fruitful opportuni
ties for improvements in control.
The development of distribution

cost analysis has proceeded slowly.
It needs to be accelerated because
of the increasing importance
these
Completion of the sales
and production budgets will indi
cate the anticipated level of activ
ity in the company. Department
heads can then undertake the prep
aration of operating expense budg
ets. Department heads are usually
familiar with the direct costs of
their departments. Other costs,
such as depreciation, insurance,
and taxes, can be added after the
budgets have been submitted.
Service departments, such as
maintenance and repair shops,
need to know the anticipated de
mand for their services to be able
to prepare their budgets for the
coming year. This information will
also provide management with
some basis for controlling the size
of these departments. It is quite
easy for costs to get out of control
in service departments unless
charges are made for their services

24
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to the operating departments on
reasonable bases. The performance
of the service department can be
measured by comparing the charges
made to the operating departments
on work orders with the actual
costs of the service department.
When budgeting salaries and
wages, each employee should be
considered
responsible to only
one manager for his employment
status even though he may work
part time in other departments.
Review and approval

To put these various components
together requires a lot of hard
thought. Matters of policy, and
many points of detail, have to be
resolved. Budgeting compels man
agement to study its markets, its
facilities, its policies, and its meth
ods of operating at regular intervals
and to concentrate upon better
ways of doing things. The psychol
ogy of this works in somewhat the
Management Services
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same way as the principle of com
pulsory saving. The objective will
be reached under discipline but
perhaps not otherwise.
Nor is the job finished when the
department or division completes
budget and passes it on to the
next higher level. The decisions be
come tougher as the budget moves
up the line. At the originating levels
the budgets may be tight, loose, or
a compromise. At the next stage
explanation and justification from
the lower levels come up against
critical review at the next higher
level. And so on all the way to the
top. Here, more than anywhere
else in the budget process, is where
the men are separated from the
boys. Here is where management,
with the benefit of all the knowl
edge in the organization, decides
what the business shall try to do.
To find the right answer may be

Newman: Essence of Budgetary Control
exceedingly difficult. It means strik
ing a proper balance. The end re
sult, the budget that is approved,
should be realistic in the sense that
it is believed to be attainable. At
the same time, it should set a target
that people will have to work hard
to reach.
Very few plans can survive for
a full year without change. It is
important to build into a system
the means of recognizing antici
pated changes so that the plan will
be flexible. In general, changes
should be recognized in much the
same manner as that by which the
original budget is developed, re
quiring approval at each manage
ment level.
Performance review

Approval of the budget sets
motion all the activities envisaged

in working toward the planned re
sult. As we move along in the
budget period, we need to know
whether our plans are working out
as scheduled and, if not, why not.
We need to know so that we may
decide what action, if any, we are
going to take. Should we correct
what we have been doing, or should
we change our plans? What we are
looking for are the trouble spots,
or,
it is sometimes expressed, we
are exercising control by exception.
That is, we pass quickly over the
occurrences coinciding with the
plan and concentrate upon the per
formance that is not according
plan.
In terms of characteristics, or fea
tures of the control system, what
do we need to do this? Two things
—first, adequate and timely reports
to locate the trouble spots and, sec
ond, what might be informally re
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ferred to as “organized needling.”
He might not do anything if he
how it will affect the way the busi
We could talk at length about re
thought that he would not hear
ness is run; how much it will cost;
ports, but most of what might be
further.
and whether the benefits will ex
said comes down to this: The peo
This does not mean that control
ceed the cost.
ple at the various levels of manage
over performance is essentially a
Few business executives see
ment should receive reports at ap
process of asking unpleasant ques
budgeting— for that matter, other
propriate times which tell them
tions and debating the answers.
accounting techniques—through the
what they need to know concerning
The necessary questions should be
eyes, or from the viewpoint,
the
their areas of responsibility. The
asked and discussed. The important
accountant. Most of the top execu
reports should be to the point and
point is that everyone benefits from
tives in important businesses are
not cluttered up with nonessentials.
knowing promptly what the prob
sales or production men, with
Timeliness, obviously, is of great
lems are. They benefit from the or
lawyers probably running third
practical importance. Generally,
ganized effort that is made to meet
number. Almost none of them have
good news can wait a bit, but news
them.
the fascination with figures, or the
about trouble must be given top
interest in accounting methods
priority.
theories, that accountants have. If
Opportunities
The organized needling serves a
an accountant attempts to talk to
constructive purpose. This is to
these men primarily in accounting
These observations on the high
make sure that troubleshooting is
lights of budgetary control have
terms, he will not hold their inter
taken care of, the causes run down,
emphasized the meaningfid aspects
est. Many of them will not under
and the corrections made. In effect,
and advantages
control
prac
stand, and cannot be expected to
each level of management
tical terms. Comparatively little has
understand, what he is trying to
been said about how the figures
the level immediately below, “What
say.
caused this and what are you doing
are put together. This is not be
The obvious point of all this is
that accountants must think more
about it?”
cause this is unimportant or by any
This is a necessary procedure as
means free
complexity. It is es
about the sort of things that man
well as a constructive one. It is
sential to remember, however, that
agement thinks about. They must
necessary because human nature is
the nonfinancial executive has com
talk to managers in their language
what it is. The person with the im
paratively little interest in that as
and from their viewpoint, remem
mediate responsibility will do some
pect of the subject. What he wants
bering that their interest in ac
counting is largely limited to what
thing if he knows someone is going
to know is why budgetary control
accounting can do to meet the prob
to be checking up on the matter.
is a good thing for his business;
lems
in their areas.

One thing is sure, however: What
needs to be done cannot be done all
at once. Many business operations
are highly complex, and the prob
lems are likewise complicated.
Time and careful observation and
study are required to comprehend
them. Without slackening our ef
fort, we must not expect to do it
all immediately.
To sum up, the foundation of
budgetary control must be based
on the business and its problems.
Of course, any accountant must
know enough about the techniques
of budgeting to be able to visualize
their application and usefulness
particular situations. This knowl
edge will come to life and will at
tract the interest
the managers
of the business only as the ac
countants themselves acquire a
more intimate understanding of
management needs and problems
Organized needling serves a constructive purpose.
and apply imagination to their solu
tion.
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